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l. | NTRODUCTION.

Subrogationhasbeen described asa* salvage operation,” * or a“restlessremedy” that
“keeps the litigation fires alive years after the first loss is paid.”?> The “culprit” for this
endlesslitigation is the insurance carrier who has made some payment under a policy, only
to then impose the responsibility for the amount at issue upon an entity other than its
Insured.

Regardless of how a party characterizes an Insurer’s role in resolving a claim,
Subrogation allows an Insurer to pay a legitimate, covered claim without foreclosing an
ability to recover the amount paid from the ultimately responsible party at alater date. This
ability to recoup payments encourages early cost-sharing agreements, or interim or final
settlements with Insureds and others, and should in many instances limit the ultimate
litigation to a single proceeding against the ultimately liable or financially responsible
entity.

Because insurance companies are generally focusing on the day to day response to
the claim submission, Subrogation opportunities are not necessarily thefirst focus of clam
handling. This is especialy true when the clam involves numerous potential entities,
Insurers and contractual relationships. TheClaimsProfessional should remember, however,
that these complex relationships may well provide fertile ground to recover most if not all

the monies an Insurer may pay on aclaim.

SUBROGATION: “ THE INSURER STRIKESBACK,” OR

“WE CAN' T BE LEFT HOLDING THEBAG, SOITHASTOBE. . ..”
© 2002 Dae O. Thorngo and Shamus P. O’ Meara



-2-

The purpose of these materials is to assist the Claims Professional in identifying
these sources of recovery, especially when the claim involves mold allegations. Aswith
Subrogation in other complex matters such as construction cases, the key to a mold-based
recovery actionisan early and aggressive assessment of thefacts, the Insured’ s exposures,
the Insured’ scontractual or common law rightsas against other partiesand/or other Insurers,
and an appreciation of how the Reinsurance covering the claim may respond. Only afull
understanding of these complicated interrelationshipswill alow the Claims Professional to
design and implement a strategy to simultaneoudly fulfill the Insurer’s obligations to its

Insured, and obtain a maximum return of monies paid on the claim.

II.  TRADITIONAL SUBROGATION PRINCIPLES.

Subrogation provides the Insurer with the ability to recover payments which the
Insurer is obligated to make to or on behalf of its Insured. Subrogation has no impact on
an Insurer’ s obligations to its Insured; instead, Subrogation arises because of the Insurer’s
obligations to its Insured.

Subrogation operates by allowing the Insurer to acquire and enforce the Insured’s

rights against others by “standing in the shoes’ of its Insured.®> The subrogating Insurer
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3
possesses no greater rights than those held by its Insured.* Therefore, an effective
Subrogation effort must begin with an identification of those rights.

A corréelative and equally important concept is that the Insurer’ s Subrogation right
prohibits the Insured from obtaining an “unjust enrichment” or “double recovery” for the
loss first from its own Insurer, and then from another party.> Once an Insurer makes a
payment, its Subrogation right accrues. If the tortfeasor is released in exchange for a
payment to the Insured before the Insurer makes a payment under the Policy, no Subrogation
right will generally arise.® Further, no Subrogation right will generally accrue where the
payment was voluntary.’

A Carrier’ s subrogation right exists either by contract, operation of law (equitable)
or statute.® A Subrogation, or “Transfer of Recovery Rights,” clause may exist in the
insurance contract itself. Theseprovisionsarefound inavariety of standard insuring forms
utilized by the industry where the policy indemnifies the Insured for loss or damage. For
instance, a standard form Property Policy Subrogation clause is entitled (after 1986)
“Transfer of Recovery Rights;”° a Builders Risk form may contain a Subrogation clause
againg, e.g., architectsand engineers®*aCommercia General Liability (CGL) Policy form™
or Owners and Contractors Protective (OCP) Liability Coverage form™ will generally

contain a Transfer of Recovery Rights Condition.
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Even if the policy does not contain an express Subrogation clause, Equitable
Subrogation, or Subrogation by Operation of Law, may exist where state law recognizesthat
the Insurer has discharged its contractual payment obligation to its Insured, but that the
liability for the damages satisfied by the payment should have been incurred by the original
tortfeasor.*?

Finally, Subrogation rights may arise by statute. Two examples of the statutory
establishment of a Subrogation right are seen in statutory fire policies, and in workers
compensationlaws. Statutory form fireinsurance policies, promulgated in about half of the
states,* generally contain a Subrogation provision.” These statutes typically provide that
the Insurer "may require from the insured an assignment of al right of recovery against any
party for loss to the extent that payment thereof is made by" the Insurer.*® In the workers
compensation forum, state laws in nearly all jurisdictions provide the Workers

Compensation Carrier with a Subrogation right.*

[1l. COMMONLAW LIMITATIONSTO SUBROGATION RECOVERY.
Despite the initial broad right to subrogate, the Insurer may be limited in its ability

to recover under its Subrogation claim. The Insurer’s Subrogation claim may run afoul of
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J

some states' “ Anti-Subrogation Rule,” or prohibitions against recovery until the Insured is
“Made Whole.”

A.  “ANTI-SUBROGATION” RULE.

The typical Anti-Subrogation Rule scenario involves a Carrier who pays a claim,
then subrogates against a tortfeasor who is insured by the subrogating Carrier. In these
scenarios, most states recognize that an Insurer may not subrogate against its own Insured.
While the general rule is based on common law,®® some states have enacted Anti-
Subrogation Statutes to address certain scenarios.”® Courts rationalize the Rule by stating
that a Carrier should not be able to pass the loss on to another of its Insureds when the
Insurer was willing to insure the particular risk involved in the first place; in addition, the
Rule eliminates any potentia conflict of interest which might arise because of the Insurer’s
separate and independent relationships with its Insureds.®

The Anti-Subrogation Rule generally does not differentiate between types of insured
statuses under the policy. Therefore, not only is the subrogating Insurer barred from
recovering from the named I nsured tortfeasor, but the subrogating Insurer isalso barred from
seeking recovery from any “Co-lnsured,” “Additional Insured” or Omnibus Insured who

may be liable for the loss.? The Anti-Subrogation Rule typically bars a Carrier's

Subrogation claim for not only the amount of coverage sold to the tortfeasor-1nsured by the
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Carrier or an affiliated company, but also any self-insured or underinsured amounts, or
amounts insured by other Carriers.?

The principles behind the Anti-Subrogation Rule have been utilized to bar a
Landlord’' s Property Carrier’s Subrogation claim for damages caused by the Tenant, even
where the Tenant is not an Insured under the Policy. These Courts have adopted the

rational first set out in Suttonv. Jondahl, 532 P.2d 447 (Okl. Ct. App. 1975) that a Tenant

should be deemed an additional Insured under the Landlord’ sfire insurance policy because
of the leasehold interest, and the Property Insurance’s function to protect the Tenancy
interest. Several states have adopted the Sutton rationale, and hold that, absent an express
agreement to the contrary, a Tenant is an implied co-Insured under the property policy, and
that this status bars the Subrogation claim.? Some courts have extended this rationale to
commercial tenancies.?* Othersreject the doctrine in commercial tenancies because of the
difference circumstances and considerations involved with commercial leases such as the
lessee’ s sophistication and requirements that the lessee purchase liability insurance.®
Instead, the court will ook to the terms of the lease to determine if there was an intent to

have the lessee held responsible for its damage.®
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B. “MADE WHOLE" DOCTRINE.

Another obstacle an Insurer faces is whether the applicable state common law
recognizesthe“MadeWhole’ Doctrine. Under thistheory, the subrogating Insurer may only
recover when the Insured has been fully compensated for its loss.* Application of the
Doctrine typically involves afact pattern where there are insufficient funds available from
entities other than the subrogating Insurer to pay the Insured’ sentireloss. Therationaefor
this Doctrine is that the risk of loss should more properly fall on the entity paid to assume
the risk.?

It appearsthe majority of states recognizing an Equitable Subrogation recovery right
limit that right to funds which exceed the amount fully compensating the Insured for the
loss.® While at least one court has rejected the assertion that the Made Whole Doctrine
only appliesif the right upon which Subrogation arisesisitself equitable,® other courtswill
not allow the equitable rule to override an Insurer’s specific contractual® or statutory
rights.®

Another issue arising in the application of the Made Whole Doctrine is at what point
is the Insured “made whole.” Courts employ two different approaches in answering this
guestion. Thefirst, morerigid, approach suggeststhat an Insured has been made wholeonly

whenthe Insured has been compensated for all the e ements of damage, not merely for those

SUBROGATION: “ THE INSURER STRIKESBACK,” OR

“WE CAN' T BE LEFT HOLDING THEBAG, SOITHASTOBE. . ..”
© 2002 Dae O. Thorngo and Shamus P. O’ Meara



-8
damagesindemnified by the Insurer.® The overriding principle of therigid approach isthat
equity entitles an Insurer to subrogate only where the Insured would otherwise receive a
double payment because of its recovery from the tortfeasor. Therefore, especialy if a
settlement is involved, most courts conclude that the settlement amount is not conclusive
of the Insured’ s actual damages.®

Conversely, a minority of courts confronting the issue have taken a less rigid
approach and held that, if the separate elements of a damage award can be identified and
credited to the subrogated claim, Subrogation for those amounts will lie regardless of
whether the Insured has been fully compensated for other elements of the claim.® Thisis
especially true where the dollar amount of the segregated portions of the claim arereflected

in a Judgment defining the scope of the Insured’ s damages.®

V. SUBROGATION INVOLVING THIRD PARTY LIABILITY POLICIES.

Despite Subrogation’s traditional First-Party policy focus, a Claims Professional
addressing a Third Party mold claim may be able to limit the Insurer’s overall coverage
exposure if Subrogation concepts are considered as part of the liability claims handling
process. Multiple Subrogation opportunities arise if there are contractual indemnification

agreements or additional Insured statuses involved, or if there are various kinds of third
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party coverage potentially applicable to the loss. Identification of these potential
Subrogation recovery sources may alow the Insurer to take advantage of an early
reasonabl e settlement scenario, and preserverightsto recoup moniesfrom the contractually
liable entity (or its Insurer), or another Insurer closer to the risk at issue.

A.  WHICH LIABILITY POLICY INITIALLY RESPONDS?

1. CONCURRENT COVERAGES.

Most construction projects of any size will involve written contracts which likely
obligate the various parties to create a number of different insuring arrangements between
pre-existing liability carriers and other parties to the contract, or obligate one of the parties
to possibly procure specialized liability coverage beyond aparty’s CGL coverage already
in place. The difficulty with multiple policies providing overlapping, or concurrent,
coverage to the same Insured comes in determining whether one of the policies has priority
over other coverages, or whether there is some sharing of the coverage obligations. This
issue arises regardless of whether the policies involved provide “general,” or more
specialized, liability coverage. Resolution of thisissue may well involve Subrogation as
each Policy contains a separate obligation to the Insured, and an Insurer may not be ableto
escape its initial liability simply because its Policy may have language which could

implicate another Carrier.
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If a particular Insured is afforded overlapping, or concurrent, primary coverage
through two or more policies, the courts will resolve the priority of coverage issue by
typically comparing the “Other Insurance” clauses in the policies. “Other Insurance”
clauses limit the amount of an Insurer’s liability where more than one policy covers the

same loss.*” There are generally three types of “Other Insurance” clauses:

. “Pro-Rata” The Policy will pay a certain portion of the loss with the other
Policy;

. “Excess.” The Policy will pay after the other Policy’ sindemnity coverageis
exhausted;

. “Escape.” The Policy never pays if another Policy covers the loss.®

Typically, standard CGL Policy formswill containahybrid* Other Insurance” clause
which generally makes the Policy excess over other applicable Insurance (with a few
exceptions); other, more specialized coverages such as OCP Liability Policy forms® will
typically contain none of the above clauses, but instead will contain a rare “Primary”
coverage clause which compels the OCP Liability Policy to take on the initial insuring
responsibilities for the Insured.®

If the “Other Insurance” clauses in the competing Policies are harmonious, Courts
will generally allow the Policies’ provisionsto governthepriority of coverages.* However,

it is more likely that the Insured is protected under two or more CGL Policies with
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11-
conflicting Excess “Other Insurance”’ clauses; in this scenario, the question is which (or
both) policies are required to respond? Historically, Courts would employ the “Lamb-
Weston” Doctrine to prorate the loss among the Insurers on the basis of the Policies
respective limits.** However, some Courts are now looking at the “total policy insuring
intent” to determine which policy should initially respond.® Under this approach, if it
appears one of the coverages more closely contemplates the particular risk involved with
the loss, that policy should initially protect the Insured for the loss as it is “closer to the
risk.”#
2. EXCESSCARRIER SUBROGATION AGAINST THE PRIMARY | NSURER.
Situations may arise where a Primary Insurer has refused to perform under its
contract with the Insured, and the Insured seeksthe Excess Carriers’ assistancein defending
and indemnifying aclaim. While some states hold that the excess carrier does not have an
obligation under the Policy until the primary limits are exhausted,” some states recognize
that an Excess Carrier may have duties regardless of the Primary Carrier’s coverage
position. An Excess Carrier may be required to defend if the Primary Carrier wrongfully
refuses to defend.” Therefore, if the Excess Carrier incurs a cost which should have
properly been incurred by the Primary Carrier, can the Excess Carrier recover back against

the Primary Insurer? Courtswill generally allow such arecovery, usually under the theory

SUBROGATION: “ THE INSURER STRIKESBACK,” OR

“WE CAN' T BE LEFT HOLDING THEBAG, SOITHASTOBE. . ..”
© 2002 Dae O. Thorngo and Shamus P. O’ Meara



12-
that the Excess Insurer is subrogated, equitably or otherwise, to the Insured’ srights against
the Primary Carrier.”’

3. CONSECUTIVE COVERAGES.

If aclaim involves damage or injury occurring over consecutive policy periodsin a
fashion which “triggers’ more than one policy,” the Carriers will likely be required to
allocate the damages arising from the injury within each policy period to the triggered
policies. While a full discussion of these issues is beyond the scope of this Article,*
Carriers should determine whether the applicable state law imposes joint and several
liability on the Insurer for all damages arising from all injuries, or whether alocation
approaches such as “pro-rata by time on the risk” would apply. Under both of these
allocation theories, an Insurer may have an opportunity to recoup payments made to or on
behalf of an Insured from another Insurer.

B.  ASSERTING THE INSURED’S RIGHTS AGAINST THIRD PARTIES.

Oncethethreshold priority or coordination of coverageissuesare addressed, and the
Insurer has made a payment to or on behalf of its Insured, the Insurer needs to determine
whether Subrogation is actually viable against Third Parties. As will be seen, while this
issueisfairly straight forward in typical case patterns, it becomes muddied in the complex

contractual scenarios which may be involved in mold litigation.
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1. THEINSURED'SCOMMON L AW | NDEMNITY/CONTRIBUTION RIGHT.

At times it may be advantageous to conclude a claim on behalf of the Insured by
obtaining aGeneral Release of the Claimant’ s cause of action whichwill necessarily release
possible co-defendants. So long as a liability Insurer, on behalf of an Insured, has paid
more than the Insured’ s fair share in settlement of the underlying Claimant’ s claim, and the
state’s law allows contribution between joint tortfeasors, a Carrier may likely be able to
pursue Subrogation through an Indemnity or Contribution Action against other potentially
liable entities.®

2. THE INSURED'S CONTRACTUAL | NDEMNIFICATION RIGHT.

Third Party Liability mold claims often arise out of relationships between parties
which are in part defined by contractual agreements. These contracts may provide the
subrogating Carrier with additional possible recovery avenues. However, whether the
Insurer actually hasa Subrogation right when contractual relationshipsareinvolved will turn
on the contracts themselves, the applicable state' s common and statutory law, and how the
insurance involved is structured. An immediate and careful analysis of each of these
factors will determine whether there is any Subrogation possibilities available.

Many contracts commonly used in the building maintenance or construction industry

contain indemnity provisions requiring the Indemnitor to protect the Indemnitee from the
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Indemnitor’ s negligence or fault. For example, the standard American Institute of Architects
(AlA) Form A201, General Conditions of the Contract for Construction, istypically part
of an Owner/Contractor Construction Agreement. This form’s Indemnification Clause,
Section 3.18.1, obligates the Contractor to indemnify the Owner, Architect, and Architect’s
consultants from certain damages and expenses (including attorneys fees) which arise out
of or result from performance of the Project’s “Work”>! if the damages and expenses are
caused by the Contractor, a subcontractor, or others for which the Contractor may be held
liable. Inother words, Form A201's Indemnification Clause does not compel the Contractor
to indemnify the Owner for the Owner’s negligence.

It is possible that the indemnification clause may be different than the scope of the
clause found in the A201. Therefore, any Indemnification clauses must be read in
conjunctionwith the state’ s“ Anti-Indemnification” Statute.® Inaconstruction setting, these
statutes often limit theindemnification right to the negligence or fault of the promising party,
and bars an Indemnitee’s ability to obtain indemnification for its own the negligence or
fault.®

However, this typically does not end the analysis in a construction setting. An
exceptionin someAnti-Indemnification Statuteswill exposethe Indemnitor toliability if the

Indemnitor failed to procure insurance for the benefit of another. If a party promises to
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procure insurance for the benefit of the at-fault party, and the promiseis not kept, an Anti-
Indemnification statute may alow an indemnification claim over against the breaching
party.> In these scenarios, the indemnifying party is statutorily obligated to the at-fault
party to the extent of the insurance which was to have been procured.®

In non-construction contexts, there are still settings where a contractual relationship
between, for example, an Owner and a building maintenance company, includes an
Indemnification Clause which may be broad enough to protect the at-fault party. Depending
onthe particular state's common or statutory law’ s limitation on the ability to enforce such
provisions, thisinsured right may be available as a Subrogation avenue. If thisisthe case,
the Insurer must be sure that the standard exception to the Indemnitee’s CGL Policy’s
Contractual Liability Exclusion which provides “Insured Contract” coverage has not been
altered. A typical CGL formwill exclude Contractual Liability, but not apply the exclusion
to liability for damages which are assumed in an “Insured Contract” agreement.® An
“Insured Contract” includes that part of an agreement where the Insured assumes the tort
liability of another.>” If this coverage is available, it may well include that Insurer’'s
assumption of the defense costs under “an addition to limits’ approach, so long as the

Indemnitee is not the sole defendant in the action, and other conditions are met.%®
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V.  CONTRACTUAL LIMITATIONSTO THE INSURER’S SUBROGATION RIGHT.

A.  THEINSURED'S CONTRACTUAL WAIVER OF SUBROGATION.

Despite a carrier's general Subrogation right, the Insured can knowingly or
unknowingly alter this right by its activities before the loss. Therefore, the Insurer must
ascertain whether there has been any waivers of the Subrogation right, or, if not, whether the
right has been limited or eliminated because of a particular state's common law given the
structuring of the Insured' s contractual and insuring relationships.

It is generally accepted that the Insured may waive the Carrier's subrogation right if
the waiver occurs before the loss.® However, the scope of the waiver should be examined
to determine exactly what is being waived. For example, awaiver may only bar a portion
of the Subrogation right; thisis generaly the case in how courtsinterpret Paragraph 11.4.7
of the AIA Form A201. This provision prospectively waivesthe Owners and Contractor’s
rights against each other (and against sub-contractors), and against the Architect and its
agents, for damages to the extent of the “Work.”® “Work” is defined generally as:

“. . . the construction and services required by the Contract Documents,

whether completed or partially completed, and includes all other labor,

materials, equipment and services provided or to be provided by the

Contractor to fulfill the Contractor's obligations. The Work may constitute
the whole or part of the Project.”®
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Therefore, some courts hold that damage to “non-work” property is not within the scope of
this Waiver provision.®

A greater number of courts, however, analyze the issue from the standpoint of how
the insured purchased the insurance it was required to obtain under the construction
contract. An Owner is generally obligated under the standard Form A201 to procure first
party property insurance.®® In response to this obligation, an Insured may decide to
purchase a new and separate Builders Risk or All-Risk policy to cover the Work.
Alternatively, the Insured may rely on its pre-existing first-party policy to meet its
contractual obligation to procure property insurance. Thisdecision has great ramifications
to the Insurer, asmost courts addressing thisissue hold that an Insured’ sreliance on its pre-
existing property coverage to protect the “work” waivesthat Carrier’ s Subrogation right to
al damages, both “work” and “non-work.”® The rationale is that the waived subrogation
“is not defined by what property is harmed (i.e., ‘any injury to the Work); but, rather, are
limited by the source of any insurance proceeds paying for the loss (i.e., whether the loss
was paid by a policy ‘applicable to the Work’).”®

Under this approach, it would seem logical that, if an insured procures specific
separate coverageto protect the“Work,” the pre-existing coverage for damageto the“Non-

Work” portions of the project should not be limited by the Waiver of Subrogation clause.
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Several Courts have held that only the separate coverage for “Work-only” damage
Subrogation right is so waived, and that the Carrier covering the pre-existing “Non-Work”
is to pursue subrogation.%®

Here, however, isyet another areawherethe Insured’ sinsurance purchasing decision
can eliminate the Insurer’ s subrogation right. A typical cost savings approach utilized by
Carriers and Insureds is the endorsement of builder’s risk coverage onto the already in-
place first party property coverage. Under this approach, it would appear the intent of the
parties is that the builder’ s risk coverage applies to the “Work,” and the pre-existing first
party coverage appliesto the already standing “Non-Work.” Thisisthe coverage procured
for the separate premiums paid to the Insurer. However, this approach is not without peril.
At least one court has stated that adding an endorsement coverage to the present policy
does not meet the separate policy procurement requirement needed to preserve the
Subrogation right as to “non-work” damages.” The Bor-Son decision held that, although
additional coverageissatisfied by purchasing an endorsement, an endorsement cannot stand
onitsown asit becomes a part of the existing policy; because of this, the coverage, despite
being separate coverage, can not be considered a separate/new policy sufficient to retain

the Insurer’ s Subrogation right.®
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Therefore, in order to not run afoul of this rule, an Insurer, when asked to add a
Builder’ s Risk Endorsement to its current policy, should instead issue a separate Builder’s
Risk Policy to its Insured.

B.  STATUTORY WAIVERS OF SUBROGATION.

Certain creatures of statute contemplate that insurance procured in those
relationshipswill waive subrogation. Statutory waiver of subrogation rights can be seenin
the Uniform Condominium Act and the Uniform Common Interest Act. For example, the
insurance provisions of the Uniform Condominium Act state as follows:

3-112 Insurance.

“(@ Commencing not later than the time of the first conveyance of a unit to

a person other than a declarant, the association shall maintain, to the extent

reasonably available:

“(1) property insurance on the common elements insuring against all

risks of direct physical loss commonly insured against or, in the case
of a conversion building, against fire and extended coverage perils.%

* * *
“(d) Insurance policies carried pursuant to subsection (a) must provide that:

“(2) The insurer waives its right to subrogation under the policy
against any unit owner or members of his household;”

Similar language exists in the Uniform Common Interest Ownership Act.”™
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C.  THEINSURER'SWAIVER OF SUBROGATION ENDORSEMENT.

At times, an Insured will request that the Insurer endorse its policy to expressly
waivethe Insurer’ s Subrogation right. Thisismost typically seen in a construction context
where a OCP Liability Policy is procured as part of the Project. Risk Management
materials suggest that, as a standard procedure, OCP Liability Policies should be amended
to waive the Policy’s subrogation rights. The International Risk Management Institute
recommends that “OCP policies should always be amended by the attachment of a
subrogation waiver endorsement, such as SO endorsement CG 29 88.”™ Therefore, the
Policy under which Subrogation is sought may limit the Insurer’s ability to do so.

VI. “WELL, THERE'SALWAYSTHE REINSURER.. . .."

“Reinsurance, at its smplest, has been defined as ‘the insurance of insurance
companies.’”? More specifically, reinsurance represents a relationship between two
Insurers “whereby the reinsurer, for a consideration, agrees to indemnify the reinsured
company against all or part of thelossthe company may sustain under the policy or policies
it has issued.”

Historically, it was not uncommon for the reinsurance relationship to exist for years
without the benefit of a written agreement. Today, most relationships are governed by a

written contract. Traditionally, the reinsurance agreement was subject to confidential
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arbitrations pursuant to contractual arbitration clauses. However, despite an emerging
understanding that the reinsurance relationship is governed by traditional contract law
concepts, research reveals few reinsurance court opinionsto guide the reinsurance lawyer.
The lack of reported cases is changing as more and more reinsurance disputes are being
litigated in Courts.”

Key to the reinsurance relationship are the two similar but distinctive Doctrines of
“Follow the Fortunes’ and “Follow the Settlements.” These interrelated Doctrines are
based on the reinsurance relationship’s governing principle of utmost good faith, which
requires each party’s full, timely and candid disclosure of any factors having a material
affect on the risks assumed by the Reinsurer.™ Although the two Doctrines are commonly
treated as one and same, a careful examination of each Doctrine’ s focus underscores their
distinctiveness.™

“Follow the Fortunes’ dealswith the Reinsured’ sunderwriting fortunes.” Dr. Strain
explains:

“Following the fortunes meansthat, so long asthe reinsured actsin good faith,

its losses from underwriting that looks improvident in retrospect or was

simply unlucky will be indemnified within the terms of the reinsurance

contract. Thismay include the misfortune of an insurer where coverage was

not anticipated or intended by it but nevertheless is imposed by a court’s
interpretation of the insurance policy.” ™
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In other words, the Follow the Fortunes Doctrine obligates the Reinsurer to abide by
developments which bear on the Reinsured’'s business that are beyond the Reinsured’s
control, including the loss experience of the Reinsured' s policyholders.”
Common Follow the Fortunes clauses seen in reinsurance Agreements include:

“All claimsinvolving this reinsurance, when settled by the reinsured, shall be
binding on the reinsurer.”

“The liability of the reinsurers shall follow that of the company in every case

and shall be subject in all respects to all of the general and special

stipulations, clauses, waivers and modifications of the company’s policy.”

“The reinsurer shall pay as may be paid by the [ceding insurer.]”

“All reinsurances for which the Reinsurer shall be liable by virtue of this

Agreement shall be subject in all respectsto the samerates, terms, conditions,

Interpretations adopted by the Company, waivers, modifications, alterations

and cancellations, asthe respective insurances of the Company to which such

reinsurances relate, the true intent of this Agreement being that the Reinsurer

shal in every case to which this Agreement applies, and in the proportions

specified, follow the fortunes of the Company.”®

The Follow the Settlements Doctrine on the other hand obligatesthe Reinsurer to “be
bound to pay claimsfalling within the reinsurance that have been paid by the cedent through
settlement or judgment, providing that the ceding company has acted reasonably and in good
faith.”8 Therefore, the two Doctrines can be distinguished as one Federal District Court

has described:
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“The *follow the fortunes' doctrinerequiresreinsurersto accept areinsured's

good faith decision that a particular loss is covered by the terms of the

underlying policy, while the "follow the settlements® doctrine requires

reinsurers to abide by areinsured's good faith decision to settle, rather than

litigate, claims on that policy.”®

The Follow the Settlements Doctrine is designed “to prevent the reinsurer from
‘second-guessing’ the settlement decisions of the ceding company.”® “In short, if the
payments are properly ascribed to an underlying policy obligation, the Reinsurer will follow
the actions of the company in matters of compromising coverage positions, liability, and
other assessment questions.”

The Aetna Court’s citations to earlier cases provides a detailed description of the

Follow the Settlements Doctrine:

“Asthe First Department stated in Insurance Co. of New Y ork v. Associated
Mfrs. Mut. Fire Ins. Co.:

‘What isclaimed * * * is that the [reinsurer] is not bound by
the adjustment made by the[ceding company], but that, in order
to entitle the [ceding company] to recover against [its
reinsurer], it was required to prove every fact which the
[insured] would have been required to prove, had the [ceding
company] resisted its claim and an action been brought to
recover under the original policy. We think that a proper
construction of the contract of reinsurance fails to sustain this
clam. * * * When, therefore, the plaintiff [ceding company]
had ascertained by a proper investigation that it was legally
liable to pay a certain amount to the [insured] under its
contract, and such payment had been made, the defendant
[reinsurer] could not question the validity of the [ceding

SUBROGATION: “ THE INSURER STRIKESBACK,” OR

“WE CAN' T BE LEFT HOLDING THEBAG, SOITHASTOBE. . ..”
© 2002 Dae O. Thorngo and Shamus P. O’ Meara



-24-

company's] act, unless it alleged and proved that the plaintiff
had acted fraudulently or collusively to itsinjury.’

“70A.D. at 70-71, 74 N.Y.S. at 1039.

* * *

“Thisis not to say that the reinsurer isbound to follow all settlements of the
ceding company. No such obligation would exist, for example, if the ceding
company were to pay a loss that was categorically outside the scope of
coverage; such a settlement might make good business sense to the cedent,
but it would not trigger a duty on the part of the reinsurer. See North River
Ins. v. Philadelphia Reinsurance Group, 831 F.Supp. 1132, 1142 (D.N.J.
1993).% Rather, the reinsurer may only be bound to follow the interpretation
placed by the ceding company on its own policy when the settlement
proceeds from areasonable judgment on the part of the ceding company that
the insured's interpretation of the scope of coverage is meritorious. In
Mentor Ins. Co. v. Norges Brannkasse, the Second Circuit appositely wrote:

‘The follow-the-fortunes [or follow-the-settlements] principle

does not change the reinsurance contract; it simply requires

payment where the cedent's good-faith payment is at least

arguably within the scope of the insurance coverage that was

reinsured.

“996 F.2d 506, 517 (2d Cir.1993) (emphasis added).”®

The Reinsurer, thus, is bound by the cedent’ s adjustment and settlement of the loss unless
the Reinsurer can present evidence that the Cedent’s adjustment and settlements were

manifestly outside of the original policy’ scoverage, or were fraudulent or not madein good

faith.®
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The publicpolicy reasonsinfavor of the Follow the Settlements Doctrine and against

“second guessing” was described in International Surplus Lines:

“This standard is purposefully low. Were the Court to conduct a de novo
review of ISLIC's decision-making process, the foundation of the cedent-
reinsurer relationship would be forever damaged. The goals of maximum
coverage and settlement that have been long established would give way to
a proliferation of litigation. Cedents faced with de novo review of their
claims determinations would ultimately litigate every coverage issue before
making any attempt at settlement. Such a consequence this Court will not
abide.®

Common Follow the Settlement clauses seen in reinsurance Agreements include:

“Reinsurers agree to follow the settlements of the ceding insurer in al
respects and bear their proportion of any expensesincurred, whether legal or
otherwise, in the investigation and defense of any claim hereunder.”

“[The ceding insurer] shall be the sole judge as to what shall constitute a
claimor loss covered under [its] policiesand [itg] liability thereunder and as
to the amount or amounts which it shall be proper for [it] to pay thereunder
and [thereinsurers] shall be bound by the judgment of [the ceding insurer] as
to the liability and obligation of [the ceding insurer] under [its] policies.
[A]lny and all payments made [the ceding insurer] in settlement of loss or
losses under its policies . . . shall by unconditionally binding upon the
[reinsurers].”®

“All loss settlements made by the Company, whether under policy termsand
conditions or by way of compromise, shall be binding upon the Reinsurer, and

the Reinsurer agrees to pay or allow, as the case may be, its share of each

such settlement in accordance with this Contract.”®

While many reinsurance Agreements contain explicit follow the fortunes/follow the

settlements clauses, many do not. If an Agreement does not contain these clauses, do the
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Doctrines never-the-less apply? Some courts read these conditions into the Agreement.*

Others do not.% English courts have ruled that reinsurance agreements must explicitly
contain follow the settlements clauses for the Doctrine to apply.*

Whether or not the Doctrines apply independent of specific Agreement clauses, it

seems clear the Reinsurer will only be liable for aloss of the kind reinsured, and only in

amounts not exceeding the limits of coverage as stated in the reinsurance Agreement.*

Accordingly, the first step in resolving any reinsurance disputeisto read the Agreement.®
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Assur. Co., 444 Mich. 560, 514 N.W.2d 113 (1994); Federa Ins. Co. v. Prestemon, 278
Minn. 218, 153 N.W.2d 429 (1967);

44. See, eq., Integrity Mut. Ins. Co. v. State Auto. & Cas. Underwriters Ins. Co., 307
Minn. 173, 239 N.W.2d 445 (1976).

45.  See, ed., Ticor Title Ins. Co. v. Employers Ins., 48 Cal. Rptr. 2d 368 (Cal. App. 1
Dist. 1995).

46.  See, e.g., Hocker v. New Hampshire Ins. Co., 922 F.2d 1476 (10" Cir. 1991).

47.  See eg., Northfield Ins. Co. v. St. Paul Surplus Ins. Co., 545 N.W.2d 57 (Minn.
App. 1996). See generaly, cases and commentary in COUCH ON INSURANCE 3D at §
222.18, pp. 222-43-46.

48. Liability Policiesmay betriggered in several ways depending on aparticular state’s
law. Trigger theories may include the “exposure” rule, the “manifestation” rule, the
“continuous trigger” rule, or the “actual injury” or “injury-in-fact” rule. Northern States
Power Co. v. Fidelity & Cas. Co. of New York, 523 N.W.2d 657 (Minn. 1994). A full
discussion of trigger and allocation theories is beyond the scope of this Article.

49. Several secondary sources are available to more throughly discuss allocation,
including Robinson, R.R., Coverage Allocation Law: A Primer on the History, Evolution
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and Current State of Court Mandated Shared Indemnity and Defense Obligations, 519
PLI/LIT 1495, Practicing Law Indtitute (1995).

50. See e.q., Hawkeye-Security Ins. Co. v. Lowe Const. Co., 251 lowa 27, 99 N.wW.2d
421 (1959). But see, Government Employees Ins. Co. v. State Farm Mut. Auto. Ins. Co.,
242 So0.2d 162 (Fla. Dist. Ct. App. 1st Dist. 1970).

51. “Work” is defined generally as the construction or services to be provided in the
Construction Contract. AIA Form A201 11.1.3 (1997).

52. See, eqg., Minn. Stat. Ch. 337.02; N.Y. Gen. Obligations Law 8§ 5-322.1; 740 ILL.
Comp. STAT. 35/1.

53. Id.
54. Seeeg., Minn. Stat. § 337.05.

55.  Of course, the difficulty with asserting this statutory indemnification right in the
Subrogation action isthat the party failing to procure the insurance may not have insurance
coverage itself for the breach of contract claim. Therefore, there may not be any available
unless the breaching party is independently viable, there may not, as a practical matter, be
any proceeds from which to recover.

56. Supraat note 11, p. V.D.4.
57. Supraat note 11, p. V.L.16-19.
58. Supraat note 11, p. IV.F.7-9.

59. SeeBaxterv.l.ST.A.Ins. Trust, 749 N.E.2d 47 (Ind. App., 2001). See, also, Acadia
Ins. Co. v. Buck Const. Co., 756 A.2d 515 (Me.,2000); Emery Waterhouse Co. v. Lea, 467
A.2d 986 (Me. 1983); Dalphine Mfg. Inc. v. Tehaar, 404 N.W.2d 295 (Minn. Ct. App.
1987); Interstate Fire Ins. Co. v. First Tape, Inc. , 817 SW.2d 142 (Tex. App. Houston 1%
Dist. 1991), writ denied, (Feb. 12, 1992); National Union Fire Ins. Co. of Pittsburgh, Pa. v.
John Zink Co., 972 SW.2d 839 (Tex. App., Corpus Christi, 1998); Ins. Co. of North
America v. Universal Mort. Co. of Wisconsin, 262 N.W.2d 92 (1978); Idand Villa
Developers, Inc. v. Bonner Roofing and Sheet Metal Co., 175 Ga. App. 713, 334 S.E.2d
241 (1985).
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60. Seegenerdly, AIA Form A201, §11.4.7 (1997).
61. AIA Form A201, 11.1.3 (1997).

62. See eq. Fidelity & Guar. Ins. Co. v. Craig-Wilkinson, Inc., 948 F.Supp. 608
(S.D.Miss. 1996, aff’d, 101 F.3d 699 (5th Cir. 1996); Town of Silverton v. Phoenix Heat
Source Sys., Inc., 948 P.2d 9 (Colo.Ct.App. 1997); S.S.D.W. Co. v. Brisk Waterproofing
Co., 76 N.Y.2d 228, 557 N.Y.S.2d 290, 556 N.E.2d 1097 (1990).

63. See eq., AIA Form A201, 11.4.1 (1997).

64. Seee.q.Lloyd sUnderwritersv. Craig and Rush, Inc., 26 Cal.App.4th 1194, 32 Cal.
Rptr.2d 144 (1994); Housing Inv. Corp. v. Carris, 389 So.2d 689 (Fla. Dist. Ct. App.
1980); Employers Mut. Cas. Co. v. A.C.C.T., Inc., 580 N.W.2d 490 (Minn. 1998); Trump-
Equitable Fifth Avenue Co. v. H.R.H. Constr. Corp., 106 A.D.2d 242, 485 N.Y.S.2d 65
(N.Y.App.Div.), aff’d, 497 N.Y.S.2d369 (1985); Commercial Union Ins. Co. v. Bituminous
Cas. Corp., 851 F.2d 98 (3rd Cir. 1988); Tokio Marine & FireIns. Co. v. Employersins.
of Wausau, 798 F.2d 101 (2nd Cir. 1986); ASC |l Ltd. v. Stonhard, Inc., 63 F.Supp. 85
(D.Me. 1999);

65.  Trinity Universal Ins. Co. v. Bill Cox Construction, Inc., 75 SW.3d 6, 13 (Tex.App.
- San Antonio 2001).

66. See eq., Fiddlity & Guar. Ins. Co. v. Craig-Wilkinson, Inc., 948 F.Supp. 608, 611
(S.D.Miss.1996), aff'd, 101 F.3d 699 (5th Cir.1996)(plaintiff's clam for damage to non-
work property not barred because contractual waiver provided solely for waiver of claims
for damage to Work); Town of Silverton v. Phoenix Heat Source Sys., Inc., 948 P.2d 9
(Colo.Ct.App.1997) (waiver limited to value of work performed under contract and
inapplicable to other parts of town hall damaged by fire); SS.D.W. Co. v. Brisk
Waterproofing Co., 76 N.Y.2d 228, 557 N.Y.S.2d 290 556 N.E.2d 1097 (1990) (waiver
applies only to damage to areas within the limits of the Work); Travelers Ins. Cos. v.
Dickey, 799 P.2d.625 (Okl.1990) (concludes that the agreement isineffective to exonerate
the contractor from liability for negligently inflicted harm to the owner’ sinterior property).

67. See, Independent School District 833 v. Bor-Son Construction, Inc., 631 N.W.2d 437
(Minn. Ct. App. 2001), review denied, (Minn. October 16, 2001).

68. Id.
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69. Interestingly, Minnesota altered this language as follows:

“(a) Commencing not later than the time of the first conveyance of a unit to
a unit owner other than a declarant, the association shall maintain, to the
extent reasonably available:

“(1) Property insurance on the common elementsand units, exclusive
of land, excavations, foundations, and other items normally excluded
from property policies, insuring against all risks of direct physical
loss.”

Minn. Stat. § 515A.3-112 (2000)(emphasis added).
70. “SECTION 3-113. INSURANCE.

“(a@ Commencing not later than the time of the first conveyance of a unit to
a person other than a declarant, the association shall maintain, to the extent
reasonably available:

“(1) property insurance on the common elements and, in a planned
community, also on property that must become common elements,
insuring against al risks of direct physical loss commonly insured
against or, in the case of a conversion building, against fire and
extended coverage perils.

* * *

(b) In the case of a building that is part of a cooperative or that
contains units having horizontal boundaries described in the
declaration, the insurance maintained under subsection (a)(1), to the
extent reasonably available, must include the units, but need not
include improvements and betterments installed by unit owners.

* * *

(d) Insurance policies carried pursuant to subsections (a) and (b) must
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provide that:

“(2) the insurer waivesitsright to subrogation under the policy
against any unit owner or member of his household;”

71. Supraat note 11, p. VI.Q.9.

72. Leitner, Smpson & Bjorkman, Law and Practice of Insurance Coverage Litigation
§ 41.4 (2000).

73.  Robert W. Strain, Reinsurance, p. 783 (rev. ed. 1997) (hereinafter Reinsurance). See
also Ostrager & Newman, Handbook on Insurance Coverage Disputes § 15.01(a) (10" ed.
2000) (noting reinsurance “is a contractual arrangement whereby [the ceding Insurer]
transfers all or a portion of the risk it underwrites pursuant to a policy or group of policies
to [a Reinsurer].” (citing Colonial Am. Life Ins. Co. v. Commissioner, 491 U.S. 244
(1989))).

74.  For example, Swiss Refiled adeclaratory judgment actioninthe U.S. District Court
for the Southern District of New Y ork on October 22, 2001 seeking a determination of
whether the attack on the World Trade Center towers was one insurable loss or two. The
resolution of that dispute will determine whether the Insurers and Reinsurers pay $7 billion,
or $3.5 hillion for property damage and rent interruption. See E.E. Mazier, Swiss Re
Presses ‘ One Attack’ Theory, National Underwriter (Property & Casualty/Risk & Benefits
Management Edition), Oct. 29, 2001, p. 5 (Vol. 105, No. 44).

75. Reinsurance, p. 24.

76.  Reinsurance, p. 26 (citing North River Ins. Co. v. CIGNA Reinsurance Co., 52 F.3d
1194, 1199 (3d Cir. 1995)); 14 Holmes Appleman on Insurance 2d, Law of Reinsurance,
§106.2, p. 412-13 (2000).

77. Rensurance, p. 25.
78. Rensurance, p. 25.

79. 14 Holmes Appleman on Insurance 2d, Law of Reinsurance, 8 106.2, at p. 413.

80. 14 Holmes Appleman on Insurance 2d, Law of Reinsurance, 8 106.2 at p. 408
(brackets in original).
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81. Leitner, et. a., §41.8.

82. Commercial Union Ins. Co. v. Seven Provinces Ins. Co., 9 F.Supp. 2d 49, 66
(D.Mass. 1998).

83. AetnaCas. & Sur. Co.v. Homelns. Co., 882 F.Supp. 1328, 1346 (S.D.N.Y. 1995).

84. Reinsurance, p. 568; Aetna, 882 F.Supp. a 1346 n. 9 (noting that “‘follow the
settlements’ refers to the duty to follow the actions of the cedent in adjusting and settling
claims.”); Ostrager & Newman, Handbook on Insurance Coverage Disputes, 8 15.04(b)
(10" ed. 2000)(stating “[o]nce the ceding insurer pays a claim, the reinsurer becomes
obligated to indemnify the ceding insurer in accordance with the reinsurance contract.”).

85. Rev'd on other grounds, North River Ins. Co. v. CIGNA Reinsurance Co., 52 F.3d
1194, 1199 (3¢ Cir. 1995) (noting Reinsurer not liable for risks beyond reinsurance
agreement).

86. Aetna, 882 F.Supp. at 1346-47 (brackets and italicization in original) (underscoring
added).

87. Aednaat 1346. See, NorthRiver Ins. Co. v. CIGNA Reins Co., 52 F.3d 1194, 1207
(3d Cir. 1995); Christiania General Ins. Corp. v. Great Am. Ins. Co., 979 F.2d 268, 280 (2d
Cir.1992); International Surplus Lines Ins. Co. v. Certain Underwriters and Underwriting
Syndicates at Lloyd's of London, 868 F.Supp. 917, 920-21 (S.D. Ohio 1994); Ostrager &
Newman, Handbook on Insurance Coverage Disputes, § 16.01(b) (10" ed. 2000) (citing
American MarineIns. Group v. Neptunialns. Co, 775 F.Supp. 703, 708 (S.D.N.Y. 1991),
aff’d, 961 F.2d 372 (2d Cir. 1992).

83. 868 F.Supp. at 921.

89. 14 Holmes Appleman on Insurance 2d, Law of Reinsurance, 8§ 106.2, p. 410-11
(2000) (bracketsin original).

90. Kathleen M. Carroll, Guy Carpenter & Co., Inc. Understanding Property and
Casualty Reinsurance Agreements, p. 50, presented at “Demystifying Reinsurance: A
Basics of Reinsurance Course” hosted by The Reinsurance Association of American and
The Kelley Insurance Center Drake University, DesMoines, |A, May 15-17, 2001 (on file
with author).
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91. Seeeq., Aetna, 882 F.Supp. at 1350 (“[I]t is customary within the reinsurance
industry for reinsurersto follow the claim settlement decisions of the ceding company even
inthe absence of an explicit loss settlements clause.”); International Surplus LinesIns. Co.
v. Certain Underwritersand Underwriting Syndicatesat L loyd's of L ondon, 868 F.Supp. 917
(S.D.Ohio 1994) (noting that Follow the Fortunes Doctrine implicit in al reinsurance
contracts even if not formally expressed therein, citing Mentor Ins. Co. v. Norges
Brannkasse, 996 F.2d 506, 516 (2nd Cir.1993)); Henry T. Kramer, The Nature of
Reinsurance, Reinsurance, p. 11-12 (Robert W. Strain, ed. 1980)); State Auto Mut. Ins. Co.
v. American Reinsurance Co., 748 F.Supp. 556 (S.D. Oh. 1990); Ambassador Ins. Co. v.
Fortress Re, Inc., No. C-79-101-G, 1983 U.S.Dist. LEXIS 14685 (D.D.N.C. 1983).

92. MichiganMiller Mut. Ins. Co. v. Northern American Reinsurance Corp., 452 N.W.2d
841 (Mich. Ct. App. 1990); Nationa American Ins. Co. of California v. Certain
Underwriters at Lloyd's of London, 93 F.3d 529, 537 (9™ Cir. 1996) (holding whether there
existed implied follow the settlements obligation was question of fact; on remand case was
settled before resolution of that issue); Travelers Casualty v. Certain Underwriters at
Lloyd' sof London, Nos. 124 and 124, dlip op. 17-19 (N.Y. Ct. App. Oct. 16, 2001) (noting
follow the fortunes clause cannot supercede language of the policy).

93. See Leitner, et. dl., 841.8(citingIns. Co. of Africav. SCOR (UK) Reinsurance Co.,
Ltd. 1 Lloyd’'s Rep. 312 (C.A. 1984)).

94. 14 Holmes Appleman on Insurance 2d, Law of Reinsurance, 8 106.2 at p. 421.

95. 1d.,.8 106.1 at p. 404 (stating “liability of a reinsurer depends on the terms of the
policy of reinsurance, and not on the question of whether the insured suffered a legal loss
on the origina policy.”).
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